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Indexing the Estate Tax Exemption for Inflation 



Summary 

The estate tax exemption has not previously been indexed for inflation. Rather, 
Congress has acted from time to time to raise the statutory amount exempt from tax. 
Even with the increases legislated by the Taxpayer Relief Act of 1997, the estate tax 
exemption remained below what it would have been if the exemption of $600,000 
in 1987 had simply been indexed for inflation over the 1988-2006 period. In 
contrast, the increases made by the Economic Growth and Tax Relief Reconciliation 
Act of 2001 (EGTRRA) overshot the inflation-adjusted level by increasingly large 
margins once the exemption rose above $1 million in 2002 and 2003 — to $1.5 
million in 2004 and 2005, $2 million in 2006-2008, and $3.5 million in 2009. This 
is reflected in a substantial decline in the projected number of taxable estate tax 
returns measured as a percentage of adult deaths over the years 2004-2009, to well 
below the common historical range of 1% to 2%. 

H.R. 5638, approved by the House on June 22, 2006, would extend the estate 
tax with an exemption of $5 million effective in 2010 and indexed for inflation 
thereafter. According to projections by the Urban-Brookings Tax Policy Center, with 
this indexed exemption the number of taxable estates would still rise, from 4,100 or 
0.15% of deaths in 2011 to 5,400 or 0.19% of deaths in 2016. If the $5 million 
exemption were not indexed, the number of taxable returns is projected at 7,000 or 
0.25% of deaths in 2016. Under 2009 law with a $3.5 million exemption, the 
number of taxable returns is projected at 14,100 or 0.50% of deaths in 2016. Under 
current law with an exemption of $1 million in 2011 and beyond, the number of 
taxable returns is projected at 67,700 or 2.38% of deaths in 2016. 

H.R. 5638 would tax taxable estate values up to $25 million at the long-term 
capital gains tax rate. It would tax amounts of $25 million or over at twice the capital 
gains rate. The long-term capital gains rate is currently 15% through 2010 but is 
scheduled to return to 20% in 2011. H.R. 5638 would index the applicable exclusion 
(exemption) amount of $5 million per decedent for inflation after 2010, rounded each 
year to the nearest $100,000. But the bill would not index the $25 million amount 
that marks the beginning of the second rate bracket. That means that, over time, the 
range of values subject to tax at the capital gains rate would shrink as the lower 
bound, marked in effect by the applicable exclusion amount, rose to reflect inflation 
while the upper bound of $25 million remained unchanged. For example, if the $5 
million exemption increased by 2.2% per year after 2010, the exemption would reach 
$6 million by 2018. Oppositely, as inflation and economic growth increased asset 
values, a greater amount of very large estates would be taxed at twice the capital 
gains rate than if the $25 million rate threshold were also indexed for inflation. 

H.R. 5638 would not change the method of indexing the annual gift tax 
exclusion, enacted in 1997. The bill would undo some changes made by EGTRRA 
and reunify the estate and gift taxes. The same total exclusion of $5 million 
(indexed) per decedent would apply whether the assets were transferred by bequest 
at death or as lifetime gifts. This report will be updated if legislative activity 
warrants. 
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Indexing the Estate Tax Exemption for 

Inflation 

Background 

The estate tax “exemption” is the term commonly used for the amount of any 
estate that is automatically free from tax, without regard to other deductions claimed. 1 
The exemption amount also serves as the filing threshold for the estate tax. That is, 
an estate tax return must be filed for any estate with gross assets exceeding the 
exemption for the year of death. The level of the estate tax exemption interacts with 
the value of assets held by decedents to determine both the number of estate tax 
returns that must be filed and the number of those returns that are liable for tax. 2 

The number of taxable estate tax returns expressed as a percentage of adult 
deaths is a commonly used measure of the incidence of the estate tax on the 
population over time. When taxable returns as a percentage of deaths rises 
substantially, it suggests that the level of the estate tax exemption has not kept pace 
with the growth of assets held by wealthy individuals. Oppositely, if that percentage 
falls substantially, especially when the exemption is increased, it suggests that the 
growth of the exemption has outpaced the growth of assets. It may also reflect a 
purposeful decision by Congress to reduce the fraction of the population liable for the 
estate tax. 

H.R. 5638, the Permanent Estate Tax Relief Act of 2006, was passed by the 
House of Representatives on June 22, 2006. Among the changes it would make are 
raising the level of the exemption under the unified estate and gift taxes to $5 million 
per decedent in 2010 and indexing that amount for inflation in the years thereafter. 
The inflation-adjusted amount of the exemption for a year would be rounded to the 
nearest multiple of $100,000. 3 



1 Under current law, the exemption is formally known as the applicable exclusion amount 
(Internal Revenue Code Sec. 2010(c)). It was previously known as the exemption equivalent 
of the unified credit. H.R. 5638 calls it the applicable exclusion amount or the basic 
exclusion. In practice it takes the form of a nonrefundable tax credit equal to what the tax 
on the exempt amount would be. The tax credit has the same value regardless of the size 
of an estate. This is in contrast to a deduction or true exemption which could have a higher 
value for larger estates taxed at higher marginal tax rates. 

2 Typically, just under half (48%) of estate tax returns filed are taxable. For further 
information, see CRS Report RL32768, Estate and Gift Tax Revenues: Several 
Measurements, by Nonna A. Noto. 

3 Four other bills addressing the estate tax also would index the exemption for inflation: 
H.R. 1568 (Leach), H.R. 1574 (Dennis Moore), H.R. 1614 (Lowey), and S. 3626 (Landrieu). 
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